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As one of the "four dragons," Taiwan, a small island nation with a
land area of only 13,900 square miles and a population of 20 million, is
well aware of rising international trade tensions.

Regardless of these

increasing tensions, Taiwanese are proud of their country's economic
development and high rate of economic growth, a considerable degree of
price stability, a very low unemployment rate, and a huge trade surplus.
Taiwan has limited natural resources. While more than 70 minerals
are found in Taiwan, only coal is relatively abundant.1 Due to its limited
natural resources, Taiwan has exhibited an economic development pattern
in the past three decades which has included four major structural
transformations:

(1)

agricultural

reform,

(2)

import-substitution

industrialization, (3) export-led growth, and (4) changing from laborintensive

to

production.2

technology-intensive

These

structural

transformations have necessarily given rise to specific economic concerns.
Two major concerns are the inordinate reliance upon the supply of foreign
raw materials and the development and expansion of foreign export
markets.
With a total volume of trade amounting to US$110 billion (exports
accounting for US$60 billion and imports accounting for US$50 billion),

1

2

Taiwan was the thirteenth largest trading nation in the world in 1988.
Bilateral trade between Taiwan and the United States reached US$36.43
billion, making Taiwan America's fifth largest trading partner.3

Among

Taiwan's trading partners, the United States ranks first. (Appendix I)
However, trade friction between Taiwan and the United States is a major
economic concern to Taiwan.
Since September 1985, the New Taiwan (NT) dollar, driven largely by
American political pressure, has risen by 40 percent against the U.S. dollar.
Prior to September 1985, the spot exchange rate between them held steady
at or around $40 NT to $1 US for several years. (Appendix II)

The

appreciation of the NT dollar, combined with a somewhat strained trading
relationship with the United States, has considerably weakened Taiwan's
economic position.
Although Taiwan has a good foreign trade standing and a successful
economic development plan, the appreciation of the NT dollar has very
much affected Taiwan's ability to compete in the international economic
arena. The resulting erosion of its competitive position has led to modest
inflationary pressures.

So far, however, even with an appreciated NT

dollar, inflation has been kept to a minimum. Nevertheless, inflation is of
grave concern to the Taiwanese government and people.
In facing this serious problem, Taiwan's businessmen are dedicating
themselves to minimizing the exchange-rate risk involved. At the same
time, the government is providing some incentives and recommendations
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to assist businesses in maintaining their competitiveness. Along these lines,
Taiwan has taken steps to diversify and expand its foreign trade markets
beyond the United States. It has sought greater trade with the European
Economic Community and has recently initiated trade with eastern Europe.
Furthermore, Taiwan has aggressively begun to promote trade with Third
World countries. In addition to trade market expansion, and in an attempt
to limit further appreciation of the NT dollar, the Taiwanese government
has offered supports in the form of economic incentives to encourage
businesses to invest abroad.
As the amount of Taiwan's foreign investment increases (Appendix III)
and as the NT dollar continues to appreciate, financial

executives of

Taiwanese companies are faced with several problems. These include the
remeasurement of operating results from their foreign operations and
consolidating the results of their foreign and domestic operations in a
manner that will produce meaningful consolidated financial
This task is complicated by the fact that the financial

information.
records of a

company's foreign and domestic operations are maintained in different
currencies. The interrelationship between these currencies is constantly
changing.
The lack of a stable basis of translation has led to a number of
additional problems.

They run the gamut from the question of the

appropriate exchange rate to use in each case, to the question of what the
translated results are actually communicating to the statement users.
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The purpose of this paper is to study some of these issues. After a
discussion of cultural influences and other factors affecting business in
Taiwan, this study will examine the Taiwanese accounting system, the
foreign currency issue, foreign exchange risk management, and the financial
reporting of foreign currency translation.

By confronting the foreign

currency issue, Taiwan will solve a problem that greatly affects its own
international trade and in so doing, will enhance its prospects for greater
economic success.

(OIEMPME EL
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Enterprises operating internationally both are affected by, and have
an immense impact on, the environments in which they operate. Today in
Taiwan, business is conducted among organizations within virtually every
conceivable institutional framework.
The most common form of business organization in Taiwan is the small
or medium-sized company.

There are 700,000 businesses in Taiwan.

Ninety-eight percent of them are classified as "small" and "medium" (see
Appendix IV) -meaning that either their operating capital4 or annual
business revenue was less than NT$40 million.5
This paper examines several characteristics of these "small" or
"medium" businesses.

These include the internal and external factors

affecting Taiwanese attitude toward business. Other key factors are the
accounting method used by Taiwanese businesses, and the organizations
which provide guidance and standards for accounting methodology.

5
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A. Factors Influencing Taiwanese Business
1. International Influences

After the civil war with Communist China in 1949, the Kuomintang,
the only political party before 1987, rehabilitated Taiwan's economic
infrastructure. The first four-year economic development plan in the early
1950s was the expansion of import-substitution industries. But as soon as
government leaders recognized the bottleneck presented by the narrow,
domestic market, they quickly switched to developing an export-promotion
strategy, which came into full bloom in the mid-1960s.6 Today, Taiwan's
economy is considered one of the world's most open in terms of its foreign
trade's share of total Gross Domestic Product (GDP).

In 1987, exports

accounted for 55 percent of the GDP, and the trade surplus accounted for
18 percent. (Appendix V)
In order to obtain a larger world market share and to diversify the
export market, Taiwan's businesses had to promote direct investment
overseas.

The first foreign investment was built in Malaysia in 1959.

However, large-scale Taiwanese investment abroad did not begin until 1970.
After September 1985, foreign investment became even more significant for
Taiwanese businesses because they had to avoid problems resulting from the
appreciating NT dollar. Since that time, many Taiwanese businesses have
established foreign branches or subsidiaries abroad. (Appendix III)
According to the government statistics of Thailand, Malaysia, the
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Philippines, and Indonesia, in 1988 Taiwanese investments were ranked
second in each country, a total amount equal to US$2 billion.7
In terms of trade relations, from 1951 to 1965, Taiwan received
financial economic aid from the United States amounting to US$2 billion.
Since that time, the United States has purchased a substantial quantity of
Taiwanese goods and has provided a considerably lower tariff policy to
support Taiwan's economic development.8
Through 1988, the United States was the largest buyer of Taiwan's
goods and its second largest supplier of goods. (Appendix I) For example,
in 1988 the total Taiwan-U.S. trade amounted to US$36.43 billion. This
represented 33 percent of Taiwan's total trade that year. This is the reason
why many Taiwanese feel the U.S. dollar is their country's foreign currency.
In terms of foreign policy, very few nations have formal diplomatic
relationships with Taiwan. However, foreign economic relations play an
important role in its economic development.

Consequently, despite the

absence of diplomatic relations, many foreign countries' economic and
political policies affect Taiwanese business.

Major trade partners,

particularly the United States, can significantly influence Taiwanese political
and economic policy.
In the last three years, U.S. pressure has forced Taiwan's economy to
become more liberal and international. These changes are evident in six
areas:

the appreciating NT dollar, a market steadily opening to U.S.

commodities, an improving flow of capital, increased purchases of American

8

equipment for major construction projects, reduced tariff rates and import
hindrances, and a relaxation of controls over foreign exchange reserves.9
In the past, uncertainty about Taiwan's political prospects led foreign
partners to avoid making contracts with or investing in Taiwan. That is
no longer the case. Because of the recent political stability and economic
progress Taiwan's GNP has grown rapidly, averaging approximately 7.9
percent per annum during the 1980s. During the same period, GDP grew
at an annual average rate of 7.4 percent.

During the 1970s, the GDP

growth rate was even higher, averaging approximately 11 percent per
annum. According to Clark, these figures indicate that Taiwan's growth rate
has been one of the highest in the world.10
This growth has meant both stability and progress, with Taiwan's
unemployment rate holding steadily at about 2.5 percent during the 1980s,
and its annual inflation rate averaging 2.5 percent. Taiwan's increasing
living standard is undoubtedly an important achievement for a developing
country.

2. Governmental Influences

Because most Taiwan businesses are small or medium- sized, they lack
the management systems needed to expand, capital needed to invest in
research and development, and the resources, human and financial, to
upgrade their operations.

As a result, Taiwanese business is strongly

dependent on the government.

Like Communist countries, Taiwan's
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conservative government makes most economic and business decisions and
controls almost all operations through various policies.
One is its currency policy and central banking system. Its currency
is issued and managed by a state-owned bank, the Central Bank of China
in Taipei, established in 1928.

In addition to issuing the currency, its

functions include: (1) establishing monetary control strategies; (2) financing
commercial banks; (3) regulating the rediscount rate and other related rates;
(4) regulating maximum interest rates paid on deposits and interest rates
charged on bank loans; (5) regulating ratios and required deposit reserve
amounts; (6) designating liquidity ratios for commercial banks; (7) regulating
open market operations; (8) providing check clearing houses; (9) maintaining
the International Monetary Reserves and stabilizing foreign currency
exchange rates;

and (10) handling Treasury affairs.11

Obviously, the

Central Bank; of China controls all aspects of Taiwan's banking system.
For example, in January 1989, the Central Bank of China blocked the
issuance of new shares in three mutual funds by refusing to authorize the
necessary foreign-currency transfers. As a result of the bank's far-reaching
control, all businesses operating in Taiwan must be concerned with its
policies.
Another way the Taiwanese government influences business practices
is through its legal system. Ironically, Taiwan's Corporation Law imposes
more restrictions on large-sized corporations than on small or medium-sized
enterprises. For example, a large corporation's accounting system, number
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of shares and stockholders, and its ability to obtain financial credit are
rigidly regulated.
businesses.

These requirements are not as stringent for small

However, Taiwan's tax laws, related regulations, and tax

enforcement discourage small or medium-sized enterprises from expanding.12
Nevertheless, by remaining small, these enterprises often gain advantages
such as greater freedom of control from regulations and the ability, within
legal bounds, to conceal profits and avoid taxes to a greater extent than
large-scale enterprises. This is the reason Taiwanese businessmen prefer
small-sized to large-scale businesses.
In addition to control through the banking and the legal systems, the
Taiwanese government has another important policy affecting economic
development

—

investment incentives.

Early government

emphasized limiting imports and promoting exports.

policies

The government

provided many incentives encouraging people to establish their own
businesses. These have included relatively easy access to various financing
sources, such as Cooperative Bank loans, Medium Business Bank loans,
and assistance by the National Youth Commission.13

Along with these

policies, the government has provided a sound economic infrastructure to
stimulate small and medium-sized enterprises.
Besides all of these policies, several basic manufacturing industries are
government-owned. All of Taiwan's businesses are either privately-owned
or government-owned.

Much --78 percent ~ is privately owned.14

The

government ownership of 22 percent of industry includes the country's basic
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manufacturing industries, such as sugar, petroleum, power production,
communication, and transportation.15

Although these government-owned

industries create some problems in the business structure, the Taiwanese
government still maintains control because of the threat of monopoly.

3. Cultural Influences

Because of fifty years of Japanese colonialism, Taiwan's culture
represents a blend of Japanese and Chinese traditions, to which has been
added the Western influence.16 Among these influences, the predominant
belief in Buddhism plays an important role in the work ethic. Old-style,
conservative Buddhist society tends to view events as "the will of God."
Such an atmosphere is reflected in business behavior.
Compared with other countries, people in the Taiwanese society
generally show disproportionate respect to those holding titles, such as
chairman of the board, president, or manager. This attitude encourages
many people to aspire to be presidents or managers themselves. Also, in
any family-run firm, non-family members are typically not fully trusted
and are usually considered "outsiders."

These "outsiders" can, at best,

expect to be promoted only to the second-highest position. Once they learn
all about a particular business, they often will open competing firms. These
attitudes have limited the expansion of small-sized businesses into largescale enterprises.

12

Taiwanese business behavior is considerably different from that in
Western countries, although Taiwanese society is influenced by western
style. Hofstede, a cross-cultural researcher, conducted a survey involving
forty countries.17 Differences between Taiwanese and American business
behavior are revealed in his survey. These differences include the fact that
Taiwanese managers maintain a greater distance between themselves and
their subordinates than do American managers. Further, based upon their
managers' opinions, Taiwanese subordinates will modify their views more
readily. This means that Taiwanese employees prefer instructional rather
than consultative decision making. This is considerably different from the
American style.
In addition to the behavior mentioned above, Taiwanese people thrive
on "the relationship."
operations.

This attitude can also be reflected in business

"The relationship" includes establishing a good personal

relationship with government or foreign partners.

If a foreign trading

partner understands this concept and makes an attempt to establish a
favorable relationship, there is almost nothing the Taiwanese will not do for
him.

Similarly, if a Taiwanese businessman can establish a good

relationship with the Taiwanese government, it is easy for his enterprise to
get a bank loan or governmental assistance.
In the past, the threat of Communist China and the sense of
uncertainty about Taiwan's political future have led Taiwan's enterprises
to focus attention on short-term profits rather than longer-range plans.
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Another obstacle is the fact that most Taiwanese businesses are small or
medium-sized. Such companies can make decisions quickly and implement
them equally fast. They can be very flexible, and this is to their advantage.
For these reasons alone, it is not surprising that Taiwan's entrepreneurs
have not wanted to expand their enterprises.
Although these businesses seem to be successful, they often encounter
noticeable problems. These problems include the following: (1) an inability
to provide sufficient collateral, the lack of a sound accounting system, and
an insufficient expertise in capital planning; (2) a shortage of management
expertise, and negligible consensus on suitable and simplified management
systems; and (3) the possession of only limited knowledge and, in many
cases, the inability to conduct independent research and development.18
Most businesses in Taiwan have traditionally had to be adept at finding
ways to survive in the domestic or international markets. They have their
own methods of self-development. They do not want to change or even to
expand.
However, today's businesses are facing a much more competitive
domestic and international environment. Some Taiwanese businesses are
spending more time expanding their expertise.

Taiwanese businessmen

are participating in various government and private consulting institution
courses, which cover a wide range of modern enterprise management
concepts and skills.

They have also been involved in improving their

companies' structures in order to become more "internationalized."
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B. Accounting in Taiwan

The cultural and other influences mentioned above also have an
important impact on Taiwan's accounting practices and systems. Because
most of Taiwan's enterprises are small or medium-size, uniform accounting
systems have not yet been established. Most enterprises do not have their
own accountants, they do not record their accounting information in their
financial statements, and they do not audit their own financial statements,
even when they are available. The following section will discuss the two
most important factors affecting accounting in Taiwan.

1. Influences on Accounting

The government has the most significant influence on accounting. This
influence comes from three separate sources, but there is little coordination
among them.

In fact, the three sources regularly have conflicting

approaches to the reporting of financial information.
The first source of government influence is the Corporation Law. This
is administered by the Ministry of Economic Affairs.19 The Corporation
Law is applied to all business organizations in Taiwan. It has its roots in
the Japanese Commercial Code, with modifications occasioned by Chinese
cultural traditions. For example, the accounting systems of all Taiwanese
companies are regulated under Sections 228 through 245 of the Corporation
Law.

These sections require that companies file financial

statements.

These statements must be audited and open to public inspection. The Law
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also states limitations on interest payments, dividends and appropriated
retained earnings for all Taiwanese companies.
The second source of government influence is the Securities and
Exchange Law.

This is administered by the Securities and Exchange

Commission of the Ministry of Finance. This law applies specifically to
joint stock and limited-liability companies.20

A company must file

its

financial statements with the Ministry of Finance and with any stock
exchange on which it is listed.21 The financial statements are available for
public inspection at the Ministry and at the relevant exchanges. Thus, the
functions and powers of the Ministry of Finance in relation to financial
reporting are similar in many respects to those of the U.S. Securities and
Exchange Commission.
The third source of government influence arises from tax laws and
regulations. Enacted by China's Congress in 1943, they are a mixture of
statutory provisions that have come from the United States, Germany,
Japan, and Great Britain. Because of the lack of standardized financial
accounting systems, most enterprises use these tax laws and regulations
for financial accounting purposes. Their adoption results in a significant
impact on financial reporting. This is so because, as in the United States,
certain deductions for expenses and income deferrals are permitted only for
tax purposes. Examples of these deductions and deferrals are depreciation
and profit from installment sales. The Ministry of Finance, as the highest

16

administrative organization of taxation, sets taxation policies, enforces tax
laws, and oversees the levy and collection of taxes.22
In addition to government influences, several companies, especially
multinational enterprises, are strongly affected by accounting developments
outside Taiwan, particularly in the United States. Before June 1982, there
were no generally accepted accounting standards in Taiwan.

Most

Taiwanese accountants adopted U.S. accounting standards for financial
reporting purposes. This may help to explain why Taiwan has been slow
in establishing its own definitive standards.
Additionally, the Taiwanese accounting profession has had nearly as
much influence on financial reporting as has the government.

The

Taiwanese Institute of Certified Public Accountants (TICPA) was established
to promote the Taiwanese Financial Accounting Standards, which will be
discussed later in this chapter.

Besides these, many companies have

modified their financial reporting to conform with banking requirements for
obtaining loans.

2. Organizations Involved in Standard-Setting

a. Securities and Exchange Commission (SEC)
Established in 1960, the Securities and Exchange Com mission (SEC)
is an agency of the Taiwanese government charged with the responsibility
of supervising and regulating securities issued to the public or listed on the
stock exchange.

In 1968, the SEC issued "Guidelines for Corporate
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Financial Reporting." This directive contained details regarding limitations
in the area of financial reporting, including the types, format and elements
of financial statements. In addition, the SEC is required to monitor annual
audited financial statements and to review unqualified financial statements.
Obviously, the SEC has made important contributions in the area of
accounting education and investor protection.23
b. Financial Accounting Board (FAB)
Before 1981, there were neither professional accounting organizations
nor a common set of accounting standards and practices in Taiwan. The
accounting profession took steps to establish an accounting rule-making
organization to develop Taiwan's own accounting theory structure and set
of practices. As a result, the Financial Accounting Board (FAB) was set
up by the TICPA. The FAB is composed of twenty-two committees and
three advisors, who come from a variety of backgrounds. The members of
the FAB include representatives from the accounting profession, banking,
industry, government, and universities.

Like the Financial Accounting

Standards Board in the United States, the mission of the FAB is to set up
and improve standards of financial

accounting and reporting for the

guidance and education of the public, which includes professional
accountants, auditors, and other users of the financial information.24
Since July 1982, thirteen statements of Financial Accounting Standards
have been issued.25 In addition, the FAB has issued two interpretations.
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Today, these accounting standards and interpretations are generally
accepted and practiced. They are shown here.
Statement
No. 1
No. 2
No. 3
No. 4
No. 5
No. 6
No. 7
No. 8
No. 9
No.10
No.11
No.12
No.13

Date of Issue
Generally Accepted Accounting Principles
Accounting for Leases
Capitalization of Interest Cost
Reporting Changes in Financial Position
Accounting for Long-Term Investment in Stocks
Related Party Disclosures
Consolidated Financial Statements
Reporting Accounting Changes and Prior Period
Adjustments
Accounting for Contingencies and Poststatement
Events
Valuation and Reporting of Inventories
Accounting for Long-Term Contracts
Accounting for Income Tax Allocation
Accounting for Entity's Liquidation and
Reorganization

07/01/1982
10/01/1982
12/31/1982
09/01/1983
04/01/1984
06/15/1985
12/31/1985
06/30/1986
09/15/1986
05/20/1987
07/20/1987
12/28/1987
06/01/1988

c. Accounting Research and Development Foundation (ARDF)
Because of the development and growth of business and economic
activities, there is a greater necessity for accounting information relating
to decision-making. Hence, there is an important need to develop Taiwan's
own accounting conceptual framework. In April 1984, the TICPA raised
over NT$8 million dollars to establish the Accounting Research and
Development Foundation (ARDF), an organization similar to the Financial
Accounting Foundation in the United States. Since ARDF's formation, the
FAB has automatically become a division of the ARDF.

ARDF's main

objectives are: improving accounting education and technology, promoting
nation-wide accounting standards, and helping businesses set up accounting

19

systems.

The ARDF has five primary functions:

(1) to establish and

improve financial accounting and reporting standards; (2) to establish and
improve the guidelines on auditing practices; (3) to offer a set of training
programs to the accounting profession regarding items (1) and (2); (4) to
issue all the publications relating to standards and training; and (5) to
research and develop other issues related to accounting theory and
practices.26
This chapter

describes Taiwan's business environment.

This

environment helps shape and define the nation's foreign exchange issues.
Exchange rates, which are regulated by the Central Bank of China, are
not always compatible with the interests of the business community. As
a result, the foreign exchange rate affects the way in which Taiwanese
companies deal with their imports and exports, as well as their other
business and their accounting activities.
addressed in Chapter III.

These problems will be fully
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Multinational commerce begins with international trade of the export
or import variety. Trading goods beyond the borders of Taiwan requires
the use of foreign currency, not only in the receipt of payments from
abroad for exports but also in order to utilize another currency to pay for
the imports desired.

Both transactions need measurement in two

currencies, the local currency and the foreign currency.

Foreign

currency, of course, is a commodity that is traded on foreign exchange
markets.27

Under the floating exchange rate system, currency values

fluctuate daily on the basis of supply and demand.28
The exchange rate between the NT dollar and the U.S. dollar is
basically determined by the relative economic positions of each country.
The relative economic positions are, in turn, a function of international
trade, services, transportation, and investors' wishes.

In addition, the

intervention of the Central Bank of China in the interbank market,
interest rates, social and political situations, and the relative purchasing
power of Taiwan and the United States all have a great deal of influence
on the exchange rate. Hence, the combination of international commerce
and the floating exchange rate system creates several specific problems in
conducting business in Taiwan.

Following Kuo's viewpoint, which he

20
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mentioned at a conference he attended during early 1988 regarding
foreign currency, two critical problems faced by Taiwanese companies are
the accounting issue and the economic issue.29

Each of these issues is

defined below.

A. The Accounting Issue

Multinational companies face the peculiar problem of the accounting
or the translation issue.

This accounting or translation issue involves

component financial statements and their interrelationship. The problem
lies in the fact that financial
currencies.

statements are denominated in different

The resulting question is how to select and justify a

particular exchange rate for translating the financial
foreign subsidiaries for consolidation purposes.30

statements of

The translation issue

has had worldwide significance since fixed exchange rates were replaced
by floating rates in 1973. In Taiwan, however, the translation issue has
had significance only since September 1985.

There is a variety of

concerns faced by multinational corporate management relating to this
issue.

1. Financial Reporting Concerns

One of the most important concerns is the adoption of uniform
accounting or translation methods.

Investment abroad is one strategy

proposed by the Taiwanese government and many economists for solving
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the NT dollar appreciation problem. In following this strategy, however,
it is essential that the financial reports of foreign subsidiaries accurately
reflect the valuation of foreign currencies. In the translation process, all
financial statements of foreign subsidiaries should be restated in terms of
the reporting currency, i.e., NT dollars, by multiplying the foreign
currency figures

by the appropriate exchange rate.31

exchange rates thus give rise to two major questions:

Fluctuating
(1) Which

exchange rate should be used in translating foreign currency balances
into the domestic currency? (2) How should translation gains and losses
be accounted for?32
Floating currencies are part of the reality of doing business in an
international economic environment.

The measurement of translation

value is a major factor of consolidated financial reporting. The six major
translation methods that have been used during the past decade are the
temporal, the current-noncurrent, the monetary-nonmonetary, the allcurrent, the U.S. Statement of Financial Accounting Standard (SFAS)
No. 52, and the International Accounting Standard (IAS) No. 21.
Financial executives of Taiwanese multinational companies need to
determine which translation method is most suitable. This is so because
the method selected can significantly affect the income or loss of
subsidiaries, and consequently it has a profound effect on the decision
making process.
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Taiwan differs from the United States in that there is no standard
or statement to govern which translation method is to be used.33 In the
United States, on the other hand, accounting for foreign currency is
governed by the requirements contained in SFAS No. 52, which partially
adopts the all-current method. Further, the selection of an exchange rate
to be used in the translation process is complicated by the fact that some
host countries maintain multiple exchange rates. A nation's government
may maintain official rates that differ from the market-determined rate,
depending on the nature of the transaction.
The determination of how gains or losses from the translation
process will be reported in the consolidated financial statements of a
Taiwanese parent company is another important factor. Will these gains
or losses be shown on the income statement as an expense or income
item to the parent company, thus affecting the earnings per share and
stockholders' equity?
adjustment

account

In the alternative, will they represent an
which is directly

reflected

in

the

company's

stockholders' equity and which can be used to defer the translation gains
and losses in the future?
Taiwan's accounting practice.34

There are no specified requirements in
However, the Taiwanese SEC's ruling is

that loss from the currency translation may be treated as an expense and
shown on the income statement, and gain from the currency translation
should be treated as an adjustment account and shown on the balance
sheet.35
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These two questions will be treated in more detail in chapter
V.

2. Concerns Related to Translation

Translation presents an accounting problem because exchange rates
are not fixed.

In addition to the translation problem, there are other

important concerns created by the instability of various exchange rates.
The first concerns the evaluation of a subsidiary's performance in a
multinational enterprise. The foreign affiliate's records and accounts are
initially reported in local currencies and must conform to local accounting
principles, standards, and procedures. Subsequently, however, the parent
company must consolidate and report all foreign affiliate accounts in its
own currency and in conformance with a single set of accounting
principles, standards, and procedures.

The same currency and an

identical set of accounting standards are generally necessary in order to
employ forecasting and monitoring techniques and to compare the
operating results of these various foreign subsidiaries.36

Fluctuating

exchange rates increase the number of translation possibilities. Currency
gyrations also give rise to exchange gains and losses that complicate the
evaluation of multinational operations.
The second problem involves tax considerations. Sections 29 and 98
of the Taiwanese Enforcement Rule of the Income Tax Law provide
comprehensive statutory rules for the taxation of gains or losses resulting
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from fluctuating foreign currencies.37

Developing a basic understanding

of the tax ramifications of foreign subsidiary gains and losses is critical
to decision making and the tax planning process.

For instance, a

translation gain subject to section 29 at the end of the tax year is
treated as an adjustment account on the balance sheet at that time.
This gain, however, is not taxable.
treated as tax-free.

Thus, the adjustment account is

However, if this translation gain is used for

capitalization, it is taxable.38

B. The Economic Issue

From 1984 to 1988, the United States has had annual trade deficits
of more than US$100 billion, (see Appendix VI) It is beyond cavil that
the United States cannot afford the continued incurrence of these trade
deficits in the coming years.

During the same period, Taiwan's trade

surplus with the U.S. has averaged approximately US$10 billion
annually, (see Appendix VI) From the viewpoint of a healthy worldwide
economy, Taiwan, in the future, cannot continue to benefit from the trade
surplus it has experienced with the United States.

Fortunately, a

rebalancing of world trade has already begun, due to the sharp decline in
the value of the U.S. dollar. This decline reflects fundamental economic
forces. In many Americans' minds, however, the U.S. dollar's value can
be expected to continue to fall until it is low enough to achieve either a
balance of payments or a trade surplus.39 In the beginning of 1989, one
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British bank forecast that the NT dollar will probably rise 15 percent
against the U.S. dollar until 1991.40
One of several economic issues is the possibility that a firm's
economic value will increase or decrease as a result of a change in the
exchange rate.

As mentioned before, Taiwan's economy is highly

dependent on international trade. An unstable foreign exchange market
increases the risk to Taiwanese companies that conduct business with
foreign companies. Because the amount to be received or paid is affected
by a change in the exchange rate, there is a direct economic impact on a
company's operations.

Obviously, currency fluctuations may not only

destroy corporate financial

profitability and long-term planning but also

make planning a much more difficult task.

The following section will

fully address several economic problems that arise.
The most serious economic problem is the existence of inflationary
pressures. The Central Bank of China is concerned with the possibility
that a too rapid currency appreciation could undermine the competitive
position of exporters.

Consequently, since 1985, it has adopted a policy

of allowing only small daily appreciation of the currency.41
Market participants regard this approach as excessively conservative
and counterproductive. It has induced local citizens and foreigners alike
to bring funds into Taiwan from abroad,42 thus exacerbating an already
difficult problem. The result is high liquidity and an increasing money
supply.

From 1986 to 1988, the monetary growth climbed 47.67, 38.25,
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and 25.23 percent, respectively.43

It is obvious that the Central Bank's

policy of limiting currency appreciation is not working as effectively as
anticipated. The outcome is that real and personal property as well as
stock and bond prices are increasing.44
During

the

same

period,

domestic

inflation

was

held

to

approximately only 2.5 percent annually because of cheap imported raw
materials and the Central Bank of China's measures to soak up excess
liquidity. For example, the Central Bank of China has issued billions of
dollars of securities to try to control the excess liquidity.45 Even though
the country has experienced modest increases in commodity prices, the
excessive buildup of liquidity threatens to create a future outbreak of
inflation and other economic distortions.
These circumstances will distort both the real economy and financial
markets, and could hurt the personal living standards.

Hence, the

interrelationship of increasing commodity prices or inflation and a
fluctuating exchange-rate is of utmost

concern

to the Taiwanese

government and its people.46 A low inflation rate, on the other hand, is
probably the most important factor for ensuring Taiwan's economic
stability and growth.

Thus, as many Taiwanese economists insist, the

Taiwanese government cannot just protect exporters but must also adopt
affirmative policies to prevent inflation.47
Another important part of the economic issue is transaction risk.
Transaction risk results when a domestic company imports or exports
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goods from or to a foreign company.

The problem is that the invoice

may be denominated in a foreign currency.

Due to the lapse of time

between the date of the transaction agreement and the date when
payment is made, there is a strong likelihood that the exchange rate will
change.

This risk can severely complicate pricing decisions for a

company's exports as well as require it to analyze more thoroughly the
cost of goods it may need to import. Too, the interrelationship between
departments within a company requires exceptional communication and
cooperation in order to ensure that pricing decisions are made as timely
as possible in view of fluctuating exchange rates.
Finally, there are other economic realities to be considered in
operating a business abroad. The most important is the requirement of
highly specialized knowledge.
The first problem is how to forecast exchange rate movements,
including the forecasting of forward exchange rates and spot exchange
rates, and the interrelationship between them. Various factors can have
an influence on exchange rate movements.
following:

These factors include the

(a) relative rates of inflation, (b) balance of payments

statistics, (c) reserve position, (d) interest rate differentials, (e) trends in
the spot rate, and (f) the forward rate.48

Forecasting exchange rate

movements not only affects long-term investment, cost and pricing
strategies, and the manner in which payments will be made (i.e.,

what
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currency will be used for payments), but also has an effect on the terms
of bank loans.
The second problem is how to design a forward contract, which is an
agreement to exchange currencies at a specified future date for a
specified rate, i.e., the forward rate. Rising exchange rates can destroy a
company's exporting profitability; but, on the other hand, such changes
will most likely enable a company to purchase imports more cheaply.
What is important is how managers deal with the uncertainty of future
payments or receipts, and how they measure the gains or losses in a
forward currency market.
The third problem is how to hedge against fluctuations in foreign
currency.

Simply stated, risk management of multinational operations

involves deciding between the purchase and the sale, between a foreign
country and domestic market, between the current transaction and the
future commitment, and whether it will be a cash deal, credit
arrangement, or a forward exchange contract.
described in the next chapter.

All of these will be
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A multinational company is subject to an additional risk of doing
business when changes in the values of its assets and liabilities are
denominated in foreign currencies.

Currently, managing this risk

constitutes one of the most difficult and persistent problems for the
financial managers of Taiwanese multinational companies.

However,

since currency movements can have substantial impacts on profitability,
financial managers should give high priority to understanding fully such
issues and establishing effective control programs.
The starting point for the formulation of a firm's foreign exchange
risk management policy must necessarily an evaluation of what the firm
has at risk.

This risk may result from the fluctuations of foreign

currencies and the concomitant

variations in exchange rates that were

discussed earlier. The major goal in foreign exchange risk management
is to shelter corporate profits from the negative impact of such exchange
rate fluctuations.

A lesser goal is possibly to profit from foreign

exchange-risk management. At a minimum, managing foreign exchange
risks implies making as much profit as would be expected if the firm did
not have to engage in foreign exchange transactions. The purpose of this
chapter is to discuss the strategic choices facing Taiwanese multinational
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firms in the management of foreign exchange risk in today's international
economic environment.

A. Governmental Strategies

Traditionally, most multinational firms,

either domestic or foreign,

have followed a passive strategy to neutralize the impact of foreign
currency fluctuations.49 They have relied on government policy to solve
the problems involved with a floating

exchange rate.

Until now,

government policies have played an important role for multinational
enterprises worldwide. For example, the Japanese government increased
domestic interest rates with the aim of raising the value of the Japanese
yen in an attempt to forestall support for anti-Japanese protectionist
legislation in the United States.
The Taiwanese government has recently adopted several measures in
order to counteract these economic problems.
the following:

These measures include

(1) speeding up the process of import liberalization, (2)

diversifying export markets, (3) enlarging domestic demand, and (4)
allowing private enterprises to invest abroad.50

1. Speeding up the Process of Import Liberalization

The Taiwanese government traditionally adopted many policies to
protect its domestic manufacturers and exporters. However, in order to
avoid the bottlenecks of international trade and to advance economically,
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the Taiwanese government has undertaken some liberal policies. These
liberal policies include continuing gradually to lower tariffs and the
elimination of non-tariff barriers in order to improve domestic market
access to foreign goods and services. Since February 1988, when duties
were revised, Taiwan has responded by lowering tariffs on over 4,500
import items, with many cuts averaging 50 percent.51
government has also removed

The Taiwanese

non-tariff barriers, such as harbor

construction fees, and relaxed limitations on foreign investments and
trade in foreign services such as insurance, banking and retail.52
Actually, import controls have been greatly eased.

2. Diversifying Export Markets

In order to minimize U.S. pressure stemming from Taiwan's heavy
dependence on the U.S. market, the Taiwanese government has recently
emphasized diversifying export markets, and further, has undertaken
many policies to improve trade relations with other areas. For example,
the Taiwanese government has initiated many trade exhibitions for her
manufacturers and exporters to draw buyers from countries other than
the United States. Also, the Taiwanese government is actively promoting
economic and

technical

joint ventures with South

Southeast Asian countries.

American and

Meanwhile, Taiwanese businessmen are

making efforts to increase trade with European Economic Community
countries, Canada and Japan. They have also considered the possibility
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of

fostering

transactions

between

Communist

Mainland China and east European countries.

countries,

including

Trade with Europe,

previously of minor importance, has become a major focus of government
trading policy.

Thus, ties with both Western and Eastern Europe are

increasing at a rapid pace.

3. Enlarging Domestic Demand

One of the strategies of reducing the pressures from the appreciating
NT dollar is to increase imports while still maintaining exports.53

The

necessary requirement for increasing imports is to enlarge domestic
demand.

It is not easy to change the traditionally conservative

Taiwanese consumer behavior and encourage them to spend more and
save less.

However, the Taiwanese government has taken steps to

persuade its people to change their views and to encourage them to
spend more money on imported products.

In another move that should

stimulate domestic consumption, government employees have received pay
raises of about 10 percent during both 1987 and 1988.

Likewise, the

Taiwanese government has also increased its spending, not only because
it has not yet suffered from a current account budget deficit, but also
because the social infrastructure does not yet meet the requirements of a
modern country. Thus, a "Buy-American" policy has been adopted by the
Taiwanese government.

At the same time, several local modernized

economic construction plans have proceeded aggressively.
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4. Allowing Private Enterprises to Invest Abroad

Whether private enterprises should be allowed to invest abroad or
not has long been a subject of debate in Taiwan.

The government has

worried about the outflow of capital and the inability to control the value
of its own currency.

However, a few private enterprises have, in fact,

engaged in direct foreign investment since 1970, in order to acquire
access to foreign markets and maintain control over resources and
materials.

Today, the attitude of the Taiwanese government towards

overseas investment has switched to a positive view. Foreign investment
is considered to be a strategy for improving Taiwanese business and
industrial enterprises, and for firmly maintaining formal diplomatic
relations with other countries.54

Therefore, certain incentives, such as

special allowances and low-interest loans provided to investors,

have

been offered by the government.55

B. Strategies Adopted bv Foreign or Domestic Companies

Since the early 1980s, many multinational firms have begun actively
managing their foreign currency portfolios
maximize profits.

to minimize risks and

Managerial strategies which have been adopted to

lessen the problems of fluctuating foreign

currencies include the

following.
First, some parent companies hedge their exposed net foreign assets
or liabilities by entering into receivables or payables transactions, or
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hedge their payables and receivables by buying and selling currency
contracts for future delivery in the interbank forward market.

For

example, Du Pont, an American company, uses a simple strategy to lock
in forward exchange rates each month. Even in 1987, the most volatile
year for fluctuations in

the

exchange

rate, Du

Pont

was

still

insignificantly affected by the floating exchange-rate.56
Second, other multinational firms use a foreign exchange options
method for coping with today's highly volatile currencies.

Foreign

currency options provide the opportunity, but not the obligation, to buy
or sell a foreign currency at a specified price within a specified time
period.57

This method serves managers by allowing them to hedge

against contingent foreign exchange exposures. Hedging affords them the
opportunity to take a position on the direction and uncertainty of
exchange rate movements and may be used in portfolio management to
allow them to construct their portfolios according to the specific risk
return profile they desire.
A successful example is the Union Carbide Corporation.
Carbide treats currency management as a profit skill.

Union

This skill is

applied by concentrating all the foreign-currency assets and liabilities of
the company's international operations.

Then the company hedges a

portion of these amounts with foreign currency options.

In 1987, when

major foreign currencies appreciated rapidly against the U.S. dollar,

36

Union Carbide earned tens of millions of dollars in profits through this
hedging policy.58
Third, in order to minimize risks, some companies diversify their
international operations by investing and operating in countries whose
currencies are less subject to fluctuation on the foreign exchange market.
(This foreign investment strategy, as proposed by the Taiwanese
government, is described in the preceding section.) For instance, in 1985,
Huang Yung-sen, a Taiwanese businessman, believed that the glove
industry he was operating would face some bottlenecks that would
prevent his company from maintaining its competitive position in the
international business environment.
Africa.

He moved his company to South

As of today, his company has tripled in size, and he has been

able to maintain annual gross profits of 15 percent or above.59
Fourth, some Taiwanese companies use the Japanese yen or the
West German mark in their international contracts.

Traditionally,

almost all Taiwanese foreign trade contracts were written in terms of
U.S. dollars.60

Today, however, the NT dollar is not the only currency

appreciating against the U.S. dollar.

The Japanese yen and the West

German mark have both risen even faster, (see Appendix II) This means
that Taiwanese companies can sell to the United States some products
that it would normally buy from Japan or West Germany.61
Fifth, a local-currency contract is considered one of the most
successful policies in actively managing fluctuating currency risks.

By
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using this strategy, businesses are neutrally affected by an appreciating
local currency.

At the same time, businesses can benefit from the

importation of materials because of a rising local currency. Several West
German and Japanese companies have adopted this policy to shelter risks
from their appreciating currencies.

Today, 40 percent of Japanese

companies use the Japanese yen to define their foreign contracts, while
60 percent of the West German companies use the German mark to
define their foreign contracts.62
Sixth, in order to minimize the potential for conflicting information
between foreign subsidiaries, more and more companies have centralized
their financing, marketing, and production decisions from a global
viewpoint.

Thus, most foreign

currency dealings among foreign

subsidiaries are channeled through their parent headquarters.

As an

example, R. J. Reynolds Industries has centralized its worldwide
intercompany trading, borrowing, and hedging activities to turn exchangerate risks to the company's advantage.63
Seventh, a number of businesses purchase broad-based insurance to
cover risks which include the risk that a contract will not be completed,
the risk that a buyer will not pay the seller, and the risk associated with
fluctuations in foreign exchange rates.
Eighth, several enterprises strictly limit their business dealings in
foreign currencies by using a straight barter system.

These cross-border
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barter transactions are a direct response to exchange rate uncertainties
in that they eliminate any form of exposure.
Ninth, most companies employ exchange experts to research and
forecast exchange rate movements.

They also are employed to compile

information (especially through the use of computers) regarding various
factors which tend to influence currency fluctuations, and to deal with
hedging, options, forward contracts, etc.

For example, Timothy O'Neill,

vice president of foreign exchange for Goldman Sachs, helped design
several currency hedging methods, most consisting of some combination of
forward contracts and options.64
Finally,

several

recommendations.

Taiwanese

economists

have

made

additional

These recommendations include the promotion of

domestic markets, upgrading business control skills, improvement of
industrial structures,

strengthening economic management, increasing

productivity, and the reduction of production costs.65
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The last area is the complex topic of foreign currency translation.
Today, foreign currency translation has assumed critical importance.
International business activity has increased through growth in foreign
trade and the proliferation of corporate multinational subsidiaries, both
in number and in size.

In addition, the international economic

environment has also become more volatile. Debate over the translation
process touches on many issues, but the various theoretical concerns can
all be traced to a single problem: accounting for the effects of currency
exchange rate fluctuations.

As the name implies, these rates are

measurements by which one currency may be converted into another.
The primary purpose of this chapter is to present the general
characteristics

of

foreign

currency

translation.

Second,

several

methodologies of its financial reporting will be delineated.

A. The General Characteristics of Translation

Companies operating internationally use a variety of methods to
express, in terms of their domestic currencies, the assets, liabilities,
revenues, and expenses that are stated or have been quantified in a
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foreign currency.

The primary purpose in reporting foreign currency

translations is to
financial statements.

produce meaningful and

consistent consolidated

Companies with significant operations abroad

cannot prepare consolidated financial statements unless their accounts as
well as those of their subsidiaries are expressed in terms of identical
currency.

Thus, one cannot add Japanese yen, French francs, and the

U.S. dollar and obtain meaningful results.

Consequently, a unified

currency framework is required, and this is typically the reporting
currency of the parent company. The process of restating various foreign
currency balances to single currency equivalents is called "translation."
Additional reasons for foreign currency translations are (1) recording
foreign currency transactions, (2) reporting international branch and
subsidiary activities, and (3) reporting the results of independent
operations abroad.66
Translation is an accounting process in which amounts measured in
one scale are converted to amounts of another scale by applying the rules
of transformation.

However, translation is not synonymous with

conversion. Conversion implies that one currency is changed into another
currency, usually through the foreign currency section of the commercial
bank with which a firm deals. Translation implies that one currency is
expressed or restated in terms of another currency.67
The preceding definition of translation, however, does not imply any
attempt to convert foreign currency items physically into reporting
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currency units of money either currently or in the future. Translation is
regarded simply as a neutral restatement process designed to generate
the foreign accounts in a different unit of measurement, i.e., the parentcompany currency.68
In terms of economic objectives, the most significant aspect of the
translation process is to attempt to assess and account for the future
stream of earnings from the foreign subsidiary. This objective requires a
translation strategy that will produce either an exchange gain or an
exchange loss depending upon the exchange rate in effect at any point.
Accordingly, a particular translation method should be chosen that will
result in gains and losses being reported in such a way that they are
compatible with the expected economic effect of a change in the exchange
rate.69
In the United States, the Financial Accounting Standards Board
(FASB), in 1975, defined the objective of translation as measuring and
expressing the assets, liabilities, revenue, and expenses that are
measured or denominated in foreign currency in U.S. dollars. However,
in 1981, the U.S. FASB redefined the translation objective as follows:
1. Provide information that is generally compatible with the
expected economic effects of a rate change on an enterprise's
cash flows and equity.
2. Reflect in consolidated statements the financial results and
relationships of the individual consolidated entities as
measured in their functional currencies in conformity with U.S.
generally accepted accounting principles.70
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B. Translation Methodologies and Their Applications

Many variations in translation methods have been suggested and
used by the accounting profession. All,

however, have their genesis in

one of four major historical translation methods:

current-noncurrent,

monetary-nonmonetary, temporal, and all-current method.

Of the

translation methods seriously proposed or implemented in the past
decade, six appear to be worthy of careful examination.

This

examination includes the four historical methods and two of their
applications ~

the United States approach and the International

Accounting Standards approach.
The methods to be evaluated are based on translation rates
determined from currency exchange markets. Each method classifies the
accounts to be translated in one of two categories:

a "current rate"

account or an "historical rates" account.71
Current rate accounts are translated on the balance sheet at the
exchange rate in effect as of the date of the balance sheet.

Exchange

rate fluctuations therefore cause fluctuations in translated current rate
account balances.

Translation at historical rates requires that the

currency be translated at the market rate in effect at the time the
transaction was originally recorded. Exchange rate fluctuations have no
effect on account balances translated at historical rates. Such balances
are not subject, in the accounting sense, to exchange rate risk.
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1. The Current-Noncurrent (CN) Method

The current-noncurrent method is the oldest translation approach.
This method was recommended by Accounting Research Bulletin 51, and
was used fairly extensively until the promulgation of SFAS No. 8.
According to this method, the balance sheet classification of assets and
liabilities determined the exchange rate that should be employed in
translation. Current items are to be translated at the current exchange
rate, while noncurrent items are to be translated at historical rates.
Revenue and expense items, except depreciation, depletion and
amortization expense items, are translated at the average exchange rate
for the accounting period.

Depreciation, depletion, and amortization

expenses are translated at the historical rate applied to the asset being
evaluated.

Any exchange gain is deferred while the exchange loss is

applied against any deferred gain, and if there is no deferred gain, the
loss is included in the current period statement.
Use of the current-noncurrent method, however, can be misleading.
The classification of current or

noncurrent in determining which

exchange rate to use in the translation process is unrelated to the
objective of translation. This classification of assets and liabilities using
two or more distinct exchange rates can only reveal the solvency or
insolvency of a company. It cannot show the true financial condition of a
company. Overall, this method lacks a theoretical accounting background
and does not meet translation objectives.
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2. The Monetary-Nonmonetary (MN) Method

The monetary-nonmonetary method was recommended by Accounting
Research Study 12.

This method was used by many companies before

SFAS No. 8 went into effect.

It uses the monetary characteristics of

assets and liabilities as the basis for selecting an appropriate exchange
rate for translation. Assets and liabilities are considered monetary items
if they are expressed in terms of a fixed number of currency units.
Cash, accounts receivable, and accounts payable are examples of
monetary items. Fixed assets, long-term investments, and inventories are
considered to be nonmonetary items. According to this method, monetary
items are translated at the current rate, while nonmonetary items are
translated at historical rates. The translation of income statement items
and the treatment of exchange gain or loss under this method are similar
to those under the current-noncurrent method.
The monetary-nonmonetary method meets the evaluation criteria
used here better than the current-noncurrent method. This classification
between monetary and nonmonetary is reasonable, but not totally
satisfactory

within

an

accounting

theory

framework.

However,

translation is an accounting process of measurement but has no
relationship with this classification.

There is no real distinction in

classification between current-noncurrent and monetary-nonmonetary.
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3. The Temporal (TE) Method

The temporal method was first
Study No. 12.

introduced by Account Research

The purpose of this method is to use translation as a

measurement process which does not change the attribute of the item
being measured but changes only the unit of measure. According to this
method, the current rate should be used to translate all monetary items
and those nonmonetary balance sheet items which are not reflected at
their historical cost but are carried on a current value basis.

When

translating nonmonetary balance sheet items carried at historical cost,
the appropriate historical rate should be used. For example, inventories
recorded at cost in the foreign statements are translated at the exchange
rate that existed when the asset was acquired. Inventories are recorded
at current market value while a current exchange rate is used to
translate the account on the balance sheet. Income statement items are
translated in a manner similar to that under the current-noncurrent
method. In substance, the method of U.S. SFAS No. 8 was based on this
method.
The theoretical attractiveness of this method is that the branches
and subsidiaries would be translated into the parent currency in such a
way that the parent currency would be the single unit of measure. Also,
the temporal method appears to avoid most of the limitations of the
previous two translation methods.72

Nevertheless, this method violates

the going concern concept because it is not necessary to record all items
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in the same manner.

This method is also self-contradictory in that it

actually results in an inconsistent evaluation relationship between
inventory and the cost of goods sold. Another major criticism relates to
the disposition of gain or loss on long-term debt. This method requires
that firms translate long-term debt at current rates.

Many firms feel

that because the foreign currency debt is generally being liquidated by
foreign currency earnings, there is really no parent currency exposure.

4. The All-Current (AC) Method

The all-current method is the easiest to apply.

In this method, all

assets and liabilities are translated at the current exchange rate in effect
on the balance sheet date.

Only capitalization is not translated at the

current rate.
This method is easier to use than the others because a firm does not
have to keep track of various historical exchange rates. The all-current
method results in translated statements that retain the same ratios and
relationships that exist in the local currency.

For example, because all

accounts are translated at a single exchange rate under the all-current
method, the ratio of net income to sales remains the same in the
reporting currency as in the local currency.
This method is undeniably useful for the translation of financial
statements based on current values or price-level adjusted accounting
measures.

This method is the simplest translation method in terms of
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computation and record keeping.

However, there are several flaws

involved with using this translation method.
The first problem is in the choice between the market exchange rate
and the official exchange rate.

Basically, a foreign exchange rate is

determined by supply and demand.

However, some countries are

intervening in the exchange markets to limit currency movements. There
should be a difference between the market exchange rate and the official
exchange, which is determined by government.

The problem is

aggravated by the degree of fluctuation in currency values in a world of
floating exchange rates.
A second problem which may arise from the use of the all-current
method is the possibility of having extraordinary exchange gains and
losses when the foreign currency is subject to strong fluctuation.
A third problem arises from the use of foreign currency rather than
the parent currency as the unit of measurement. The parent firm may
object to using the subsidiary's currency while the subsidiary may argue
that its local currency allows it to observe in parent currency units the
same relationships seen in the historical local currency. The situation is
basically a plus from the subsidiary's point of view and a minus from the
parent's.
Finally, the all-current

method

departure from the cost principle.

may

be considered a

partial

In effect, it becomes a revaluation of
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assets expressed in foreign currencies while those assets expressed in
local currencies are kept at cost.73
EXHIBIT
COMPARISON OF FOUR HISTORICAL METHODS'
RATES USED TO TRANSLATE ASSETS AND LIABILITIES
Balance Sheet Accounts

CN

MN

TE

AC

c
c
Cash
c
c
Marketable securities
c
h
at cost
h
c
c
at market price
h
c
c
c
Accounts receivable
c
c
c
Notes receivable
c
c
c
c
Inventories
at cost
c
h
h
c
at market
c
c
h
c
Prepaid expense
c
h
h
c
Property, plant & equipment h
h
h
c
Accumulated depreciation
h
h
h
c
Other intangible assets
h
h
h
c
Accounts and notes payable c
c
c
c
Bonds payable
h
c
c
c
Other long term debt
h
c
c
c
Common stock
h
h
h
h
Paid-in surplus
h
h
h
h
Retained earning
amount used to balance the balance sheet
Note: Exchange rate used: h = historical exchange rate;
c = current exchange rate.
5. The U.S. Approach

In 1975, the U.S. Financial Accounting Standards Board (FASB)
issued the Statement of Financial Accounting Standard No. 8 which is
based on the temporal method, except that translation gains and losses
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are recognized immediately in the income statement. In 1981, however,
the FASB released
translation."

a

new statement regarding "foreign currency

From that time to the present, accounting for foreign

currency in the United States, has been governed by the requirements
contained in SFAS No. 52.

This statement partially adopts the all-

current method, except that translation gains and losses are not included
in the income statement.

They are shown as adjustments under

stockholders' equity. Thus, SFAS No. 52 provides for the straightforward
application of the all-current method.
SFAS No. 52 calls for the use of a "functional currency" in
determining translation gains or losses. The functional currency can be
either the U.S. dollar, the local currency of the subsidiary, or the foreign
currency of another country. Therefore, the approach of the U.S. SFAS
No. 52 can also be named the functional currency approach. "Functional
currency" is defined as follows:
An entity's functional currency is the currency of the primary
economic environment in which the entity operates; normally,
that is the currency of the environment in which an entity
primarily generates and expends cash.74
a. Critique of SFAS No. 52
Because the U.S. accounting framework plays such an important role
in the Taiwanese accounting profession, the author in particular has fully
and carefully examined the requirements of SFAS No. 52.

First, SFAS

No. 52 allows for differences in foreign operations by adopting the
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functional currency approach which matches the method of translation to
the situation.

For example, the all-current method of translation is

designated where the foreign currency is the functional currency (except
where

foreign

operations

are

operating

in

highly

inflationary

environments). The temporal method of translation is designated where
the reporting currency (United States dollar) is the functional currency.
The temporal method of translation is also designated where the foreign
entity is operating in a highly inflationary environment (defined as a
three-year cumulative inflation rate of approximately 100 percent).75
Second, the adoption of the all-current method in SFAS No. 52
resolves several problems that existed under SFAS No. 8. They include
the problem

of economically incompatible results, the problem of

operating margin distortions, and the problem of earnings volatility
distortions (by recording translation adjustments directly to stockholders'
equity).76
Third, SFAS No. 52 helps to strengthen the U.S.. dollar and aids in
slowing the rate of inflation in the United States by encouraging local
currency financing

(borrowing) and, thus, slowing the flow of the United

States dollar overseas.
Finally, the U.S. FASB's adoption of the all-current method paves
the way for standardizing foreign currency translation accounting among
multinational enterprises worldwide.
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Despite these advantages, there are a number of arguments which
may be made against using this approach. First, in order for SFAS No.
52 to work, businesses must select what is called a "functional currency."
Hence, the most important problem faced by managers in the decision
making process is the difficulty encountered in selecting which "functional
currency" to use and then measuring the economic effect of that
"functional currency" on the particular business involved. SFAS No. 52
provides six indicators for management to use in selecting the functional
currency.

These determinants are (1) sales market, (2) cash flow, (3)

intercompany

transactions and arrangements, (4) sales prices, (5)

expenses, and (6) financing arrangements.77
judgment

remains

However, managerial

the most important factor in determining the

functional currency for financial reporting purposes.
Second, SFAS No. 52 allows the accumulated gain or loss on net
assets to be shown under stockholders' equity as a fluctuating adjustment
account. However, this adjustment account for translation gains or losses
has no physical property.78 It has no economic meaning. The absence of
meaning for this account can lead to confusion for users of the financial
statements and raise questions about its use by managers in their
financial planning.
Third, use of SFAS No. 52 has increased user difficulty by expanding
the acceptable alternatives and complicating the translation process.
Comparison of business performance between subsidiaries and the parent
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company and among each other is made more difficult by using this
approach. Also, the users of financial statements may be confused as to
how the translation numbers have been derived.
Fourth, SFAS No. 52 does not offer a clear and systematic
theoretical explanation as to why different forward contracts should be
accounted for differently or why forward contracts should be formally
recorded in the accounts at all.79
Fifth, SFAS No. 52 has adopted objectives and methods which are at
variance with fundamental accounting concepts.

These include the

distortion of the meaning of book value and the violation of the "clean
surplus" doctrine.
Sixth, SFAS No. 52 incorrectly assumes that consolidated results
measured in functional currencies rather than dollars are more useful in
assisting U.S. investors and creditors in assessing future cash flow. Also,
SFAS No. 52 does not provide the information needed for projecting
future dollar cash flows as far as projecting the results of operations in
terms of the U.S. dollar.80
Seventh, by using SFAS No. 52 managers, most likely will be faced
with the problem of computing plant valuation and depreciation expense.
Plant valuation is translated at the current exchange rate, while
depreciation expense is translated at the average exchange rate for one
accounting period. The floating exchange rate causes the accounting for
depreciation expense, viewed from the domestic country, to be difficult to

53

ascertain from one accounting period to the next.
translation

Also, the different

exchange rates make it impossible for the accounting for

plant valuation and accumulated depreciation to be comparable to the
accounting for depreciation expense.81
Finally, SFAS No. 52 may not be suitable for reporting the
continuous appreciation or depreciation of foreign currencies. Thus, the
current exchange rate and the adjustment account are not necessarily
suitable in an environment where foreign currencies are continuously
fluctuating.

SFAS No. 52 does not result in similar accounting for

similar circumstances in certain instances.

6. The International Accounting Standards Committee Approach

Founded in 1973, the International Accounting Standards Committee
(IASC) has been given the responsibility "of formulating and publishing
in the public interest, basic standards to be observed in the presentation
of audited accounts and financial statements and to promote their
worldwide acceptance and observance."82 IASC is at present comprised of
13 members.

Those members include Australia, Canada, France,

Germany (Federal Republic), Italy, Japan, Mexico, The Netherlands,
Nigeria, South Africa, Taiwan, United Kingdom, and the United States.83
However, there is no international enforcement agency extant to ensure
compliance with its standards.
committee.

This is of serious concern to the

Another problem is the lack of a theoretical accounting
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framework within the International Accounting Standards established by
the committee.
Given the problems enunciated above, it is not surprising that the
IASC has had difficulties preparing international accounting standards on
some special topics. Generally speaking, the accounting practices adopted
in the United States seem to have had a considerable influence on the
direction taken in the international accounting standard-setting process.
In July 1983 the IASC first addressed the subject of translation.

The

standards for translation released by the IASC followed by two years the
publication of the U.S. FASB on the same topic.

IASC's publication

tracked closely with the earlier standard for translation promulgated by
U.S. FASB. The IASC publication, IAS No. 21, was entitled "Accounting
for the effects of changes in foreign exchange rates." It is clear that the
IAS No. 21 is basically a reprint of U.S. SFAS No. 52.

7. Other Nations' Approaches

In addition to both the U.S. and IASC approach, the author has
examined methods adopted by several other countries.

Historically,

British accountants have had mixed opinions as to which translation
method should be used.

Hence, the British Accounting Standards

Committee (ASC) was in a very difficult position.

This resulted in a

1978 survey on accounting for exchange rate fluctuations. Out of the 267
British companies surveyed, 251 used the all-current method.84

Based
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upon the survey findings and the lead taken by the U.S. FASB a few
years later, the British ASC, in May 1983, issued the Statement of
Standard Accounting Practices (SSAP) No. 20 which, in relation to the
translation of assets and liabilities, is virtually similar to the U.S. SFAS
No. 52. It specifies the all-current method for most situations.
On the European continent accounting for exchange rate fluctuations
is even more confused than in Britain.

In many countries it has been

quite common and perfectly legal for groups not to publish consolidated
accounts.

In fact, this has been the situation in Italy as late as 1985.

Most French companies use the all-current method with regard to
balance sheet reporting while average exchange rates are reported on the
income statement.85

In the Netherlands, the Civil Code requires that

companies explain the bases for the translation of amounts expressed in
foreign currencies, with disclosure of how translation and exchange
differences are reported.
As is evident from these examples, European accounting practice in
the area of translation is not uniform.

Thus, in most of Europe, the

choice of translation method is left up to the company.

Europe's

diversified accounting practices were sharply revealed in Graham's 1982
survey,

which

was

researched

from

199

European

multinational

companies. He found that most companies preferred to use the current
rate in the translation process.

His study further revealed that a

minority of companies adopted an historical rate approach.86
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The Canadian position on foreign currency translation is expressed
in Section 1650 of the Accounting Standards Committee Handbook.
Canadians do not use the term functional currency, but instead classify
foreign operations as either "integrated" or "self-sustaining." Whether a
foreign operation is classified as integrated or self-sustaining depends on
the exposure of the reporting firm

to exchange rate changes as

determined by the economic facts and circumstances. Factors taken into
consideration include basically the same indicators as those used in SFAS
No. 52 previously described.87
Japan, like the United States, declares that exchange gains or losses
arising in the translation of a foreign subsidiary's financial

statements

should be described as "foreign currency translation adjustments" and
disclosed as an asset or a liability in the balance sheet. Some Japanese
groups use the currency translation methods prescribed in U.K. SSAP
No. 20 or in U.S. SFAS No. 52.88

8. Accounting Practices in Taiwan

Before discussing the Taiwanese method of accounting for exchange
rate fluctuations, it is important to point out the Taiwanese financial
reporting objectives. These are: (1) providing information that can assist
users, such as investors and creditors, in making rational investment,
credit, and similar decisions; (2) providing information that can aid users
in assessing the amounts, timing, and uncertainty of their investment or
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credit;

(3) providing information about the economic resources of an

enterprise, the claims to those resources, and the effects of transactions,
events and circumstances that change resources and claims to those
resources;

(4) presenting business performance and profitability;

(5)

presenting information regarding an entity's liquidity and solvency;

(6)

providing information that can be used to assess the utilization of
resources;

and

(7) explaining and interpreting the provided financial

information so it is comprehensible to users.89
As mentioned previously, the Taiwanese accounting profession is
significantly affected by U.S. accounting theory.
most

Taiwanese

accountants

adopted

the

Thus, prior to 1982,
temporal

method

as

promulgated by U.S. SFAS No. 8.90 After SFAS No. 52 was issued, some
Taiwanese accountants switched to the all-current method in order to
keep pace with their American counterparts. The differential treatments
in financial reporting can be confusing for the users of financial
statements.
Taiwanese

companies

are faced

with

translation method best suits their needs.

the

dilemma

of

which

This dilemma is of utmost

importance to today's Taiwanese businessmen.

The fact that only half

Taiwanese businesses involved in international arena have adopted the
translation method enunciated in U.S. SFAS No. 52 leaves the remaining
firms subject to the vagaries of currency rate fluctuations.

The 50

percent of Taiwanese firms that have not adopted the U.S. approach
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report exchange gains or losses on the profit and loss account.

It is

apparent that the U.S. approach to the treatment of exchange gains and
losses has yet to meet with widespread acceptance in Taiwan.
Therefore, defining the most advantageous translation method for the
future is the most important work facing the Taiwanese Financial
Accounting Board. In light of the previous discussion, it appears that an
entirely new translation method may need to be developed to deal with
the problem of floating foreign currencies. The aim of this new method
should necessarily be to obtain realistic measures which can provide
meaningful information to financial statement users.

Mm OTOTMJOMM

When a firm

enters the international market, floating

currencies can significantly influence business.

foreign

The preceding chapters

described the variety of international Taiwanese business operations. A
Taiwanese company may also be involved in foreign activities through the
operation of a foreign branch or subsidiary.

Thus, one of the most

important managerial problems facing Taiwanese firms

that desire to

operate internationally is the problem of foreign currency and foreign
currency translation.
This paper has mentioned both economic and accounting concerns,
including the use of the U.S. SFAS No. 52 or IAS No. 21 as accounting
tools, for managers involved with the foreign currency issue. It has also
listed several governmental policies, which have been proposed and in
some cases adopted.

Also included are several managerial strategies

which have been employed by some local and foreign multinational
companies in order to help Taiwanese multinational firms deal with the
foreign currency issue and to reduce their exposure to economic risks.
Also described

are several accounting methodologies

used in

the

translation process. If a foreign entity maintains its books in a foreign
currency, its accounts must be translated into the reporting currency so
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that the accounts of the Taiwanese parent company and its foreign entity
are measured in a common currency before the accounts are consolidated,
or the entity method of accounting is applied. The concepts underlying
the translation of the accounts of a foreign entity have been fully
discussed in the chapter V.
Under pressure from the United States, the NT dollar value has
been continuously rising since September 1985. In the author's opinion,
this increasing value of the NT dollar is a major concern for Taiwanese
multinational companies.

As indicated herein, several strategies are

available to the managers of multinational firms to lessen the risks
associated with floating foreign currencies. From the author's viewpoint,
foreign investment is the recommended strategy for Taiwanese companies
wishing to avoid the rising NT dollar. Thus, more Taiwanese companies
should consider conducting business abroad and becoming multinational
companies in the coming years.
As more Taiwanese companies become multinational in scope, the
selection of an appropriate accounting method to deal with differing
currencies and exchange rates becomes all the more important.

Each

nation's accounting systems reflect the needs of its environment.
Because of cultural, historical, and other differences in political and
economic systems, these reporting needs differ from country to country.91
Taiwan's accounting systems must reflect its unique cultural and
economic environment.
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Within each nation, accounting methods have changed due to
economic conditions, social and political forces and requirements, and
statutory and government regulations.

In the United States, the SFAS

No. 52 translation method, while preferable to the four historical methods
described above, may not be suitable for translating the declining United
States dollar in the future.
This will have an impact not only in the United States, but also in
Taiwan. If this method is no longer used by U.S. companies, it may be
unavailable for Taiwanese use. On the other hand, as a member of the
IASC, the Taiwanese accounting profession should obey the requirements
of IAS No.21. However, IAS No. 21 seems to have been copied from U.S.
SFAS No. 52. IAS No. 21 covers the same problems dealt with in U.S.
SFAS No. 52. In this circumstance, the value of accounting information
is quite often lost if an inappropriate translation method has been used.
The determination of the available translation method is the most
important issue facing existing multinational Taiwanese firms. Here are
some recommendations in light of the discussion in preceding chapters:
A new translation method can adopt the requirements either from the
Taiwanese tax laws and regulations or from the U.S. SFAS No. 52, but
either must be amended to deal with the problem of floating foreign
currencies.

The adoption of the Taiwanese tax laws and regulations is

due to the influence of taxation on the Taiwanese accounting practices.
Alternatively, using U.S. SFAS No. 52 meets the needs of the political
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and economic relations with the United States.

Either one of these

recommendations can be implemented to obtain useful and meaningful
information for financial statement users in Taiwan.
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APPENDIX I
TAIWAN'S TRADE STRUCTURE (1987)
Country of Area

Value (US$000)

% of Country

Major Export Partner:

U.S.A.
Japan
Hong Kong
Germany, West
Canada
United Kingdom
Singapore
Australia
Netherlands
Saudi Arabia
Others

23,636,766
6,962,076
4,112,662
1,986,840
1,558,866
1,536,395
1,348,840
1,100,845
1,087,449
703,471
9,503,690

44.15%
13.00%
7.68%
3.71%
2.91%
2.87%
2.52%
2.06%
2.03%
1.31%
17.75%

11,840,532
7,629,477
1,633,500
1,075,312
999,919
789,181
753,780
730,154
729,046
651,745
8,124,593

33.87%
21.83%
4.67%
3.08%
2.86%
2.26%
2.16%
2.09%
2.09%
1.86%
23.24%

Major Import Partner:

Japan
U.S.A.
Germany, West
Saudi Arabia
Australia
United Kingdom
Hong Kong
Kuwait
Malaysia
Canada
Others
Source:

R.O.C., Executive Yuan, Directorate-General of Budget, Accounting
& Statistics, Statistical Yearbook of the Republic Of China. 1988
pp.371-374.
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APPENDIX n
FOREIGN EXCHANGE RATES IN SELECTED COUNTRIES
(PER US $)

Unit: Per U.S. Dollar

Mo/Dv/Yr
12/31/61 -12/31/71
12/31/72
12/31/73
12/31/74
12/31/75
12/31/76
12/31/77
12/31/78
12/31/79
12/31/80
12/31/81
12/31/82
12/31/83
12/31/84
12/31/85
12/31/86
12/31/87
12/31/88

Taiwan: NT Dollar
Buying Rates Selling Rates
40.00
40.00
40.00
37.90
37.95
37.95
37.95
37.95
35.95
35.98
35.96
37.79
39.86
40.22
39.42
39.80
35.45
28.50
28.12

40.10
40.10
40.10
38.10
38.05
38.05
38.05
38.05
36.05
36.08
36.06
37.89
39.96
40.32
39.52
39.90
35.55
28.60
28.22

Germany: Mark Japan: Yen
Mid-point Rate Mid-point Rate

1.731
1.959
2.255
2.376
2.724
3.148
2.461
1.941
1.581
1.786

239.7
203.0
219.9
235.0
232.2
251.1
200.5
159.1
123.5
125.6

Sources:
1.
2.
3.

R.O.C., Executive Yuan,
Council for Economic Planning &
Development, Taiwan Statistical Data Book. June 1988, p.199.
Central Daily News. (January 1, 1989), p.8.
R.O.C., Executive Yuan, Council for Economic Planning and
Development, Industry of Free China. March 1989, pp.198-199.
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APPENDIX III
STATISTICS ON APPROVED OUTWARD INVESTMENT
BY AREA

Unit: Case(s)
Thai- Malay Singa Phili Indo
ppines nesia
pore
Land
sia

Year

19591979
1980
1981
1982
1983
1984
1985
1986
1987

23

18

15
4
1

—

--

--

—

--

--

1

2

—

--

1

1

--

—

1
1

8
—

~

--

--

—

1

1
—

—

3
5

—

3

5

—

1
3

1988
1989
1-3

15

5

3

7

2

--

Total

51

29

--

29

10

USA

Oth<

Total

15

47

8
5

5
4

136
17
10

2
2

—

4

2

7

13
15

6
6

22

9

32

—

16
21

11

45

3

42

34

109

10

8

149

132

—

—

1
—

2

~

22

15

23

22

427

Source:
R.O.C., Ministry of Affairs, Investment Commission, Statistics on
Overseas Chinese & Foreign Investment. Technical Cooperation.
Outward Investment, and Outward Technical Cooperation. The
Republic of China. March 1989, p.28.
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APPENDIX IV
NUMBERS OF FIRMS AND RATIOS OF
SMALL AND MEDIUM ENTERPRISES
(Unit: number, %)
Industry

Manufacturing

Commerce

Other

Total

1961 Number
Ratio

51,389
99.7

91,389
99.6

36,138
99.5

178,916
99.6

1966 Number
Ratio

26,938
97.2

123,979
99.9

63,668
96.7

214,585
98.6

1971 Number
Ratio

40,739
95.4

161,734
99.9

71,889
96.5

274,362
98.3

1976 Number
Ratio

68,616
98.7

264,005
99.7

85,517
97.6

418,138
99.1

1981 Number
Ratio

90,580
98.9

314,442
99.7

103,762
97.5

508,784
99.1

1984 Number
Ratio

120,981
98.8

442,377
98.4

156,082
97.6

719,440
98.3

1985 Number
Ratio

119,073
98.8

445,587
98.5

151,564
98.3

716,224
98.5

Year

Source:
Wu Hui-Lin, "A Future For Small & Medium Enterprises?" Free
China Review (November 1988):7.
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APPENDIX V
TAIWAN'S EXTERNAL TRADE INDICATORS
Ratio of Export
to
GDP (%)

Trade Surplus Ratio of Trade
(or Deficit)
Sruplus (Deficit)
(US000.000)
to GDP (%)

1968

18.6

-114

(3)

1969
1970

21.3
26.1

-163
-43

0
0

1971
1972

31.3
37.8

216
475

2
6

1973
1974
1975
1976

41.6

691

38.9

-1,327

6
(8)

34.2
43.8

-643
567

1977
1978

42.9
47.2

850
1,660

2
5
7

1979
1980

48.4
47.8

1,330
77

1
(1)

1981
1982

46.8
45.8

1,412
3,316

2
5

1983
1984

48.5
52.6

4,836
8,497

9

1985
1986
1987

51.1
54.8

10,621
15,625

14

55.0

18,581

18

(4)

12
21

Source:
R.O.C., Executive Yuan, Directorate-General of Budget, Accounting,
& Statistics, Statistical Yearbook of the Republic Of China. 1988,
pp.90-91, & 369.
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APPPENDIX VI
THE TRADE RELATIONSHIP BETWEEN
THE UNITED STATES AND TAIWAN
(BILLION OF THE US DOLLAR)
U.S. Trade Surplus
or Trade Deficit

Taiwan's Trade Surplus
with The U.S.

1970

3.2

0.20

1971
1972

-1.5
-5.7

0.45
0.71

1973

2.4
-5.1

0.72
0.36

10.4

0.17

1977
1978

-6.7
-27.2
-28.9

1.24
1.67
2.63

1979
1980

-23.1
-19.3

2.27
2.09

1981
1982

-22.3
-27.5

3.39

1983
1984

-52.4
-101.7

6.69

1985
1986
1987
1988

-126.5
-138.3
-152.1
-119.8

1974
1975
1976

4.19
9.83
10.03
13.58
16.01
10.43

Sources:
1. U.S. government, Council of Economic Advisers, Economic Report of
the President: transmitted to the Congress. January 1989, p.428.
2. Business American. "Current International Trade Position of the
U.S.," Business American (June 5, 1989). p.18.
3. R.O.C., Executive Yuan, council for Economic Planning and
Development, Taiwan Statistical Data Book. 1988. June 1988, p.215.
4. Free China Review. "Partner not Enemies." Free China Review
(April 1989):1.
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